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UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20348

COMMUNITY AND ECONOMIC
DEVELOPIE NT DIVISION

The foncraeble John . Lden
lcting Agsistent Secretery for
[conoric LDevelcpment
Teparcitent ¢l Conmerce

Dear Mr. Eden:

We heve cormpleted a limited review of the I'concric
Develorment Administretion's Businecss Develornent Lcen
Program. This report conteins recomrendations which we |
believe will improve the effectivenesz of thie vrogren,

e are cending copies of thise rerort to the 2Agsic-
tant Secretary for Administretion, Lepartment of Cc*~rvse;
Ceputy Director, Cffice of audits, Devertment of Cerrerce;
ond tho Directer, 0ffice of Eveginecss Develorment, icro”ic

Cevelorment 2cminictration,
We would aerpreciete vour comTents on our findincs

and recormencaticrs, including any acticns you take cr
plen to take.

Sincerely yours,

(). /) 7

fm, “““““ ,a‘“«ﬂd’
Jg h lonuleO
wocmte Cirector

1;,./
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‘ REPOTT 10O TRE ASSIESTANT SECRETARY FESOURCES AND COPT'I~

FCF LCGHOMIC DYVEICPMINT ATING PRCCIDUERFES LIMIw
DILPARTVI'NT CF COMMEERCE THE FCHIIMIIEL MERCT .
- OF Thb ECONGMIC RiVIICPE-

MENT ADMINISTRATICN'E
BUSINEYS DFVELCRI ML T
LOAN DPFCGIAM

DIGLST

Ceveloprent Locn Frocrem 1 one of severel {financial

mediume provicgea for under the Economic Cevelortwent Act

’ The Lccnomic Tevelorrent Advinictretion's Bugirecs |
' i
of 1965. The objective ¢f the act is to create new

ratters which limit the imract of the Eusiness

jobe in areas cf substantiel and/or percisi.ent unem-
Develcpment Loen Frogram in meeting this. objective,

ployment and underemployrment. Thie report identifies

‘ Cver the decade gince the creation of the Fconoric !
Developrent Advinistration evcrovriations to the
Businecs Develorment Loen Progrem heve rerainec %
relatively constent while the number of ereas eliaiblc

for prooram assistance has coublea. The ret effect
has been the creduel ceclinre in tre percent of eligible
areas receivina proaram esgicstance In ficscal veer
1976, we estimate the vrogcrem ,1¢1 aseist cnly 2.5
percent of the eligitlie ares

—

in influencing corporete locacion declisicns andg do

Cperatlnq procec¢ures overemrhasize the progrem's role ‘
not provide sufficient finernclal naly°i= tc accure

in ell likelikrocd would not have been creested without

limite¢ program resourcec are cirected toward eco-
program assistance,

nomic development ond employrént opportunities which

: ’ We reconmend the Acscsistant Secretarv {or Lconomic
Developrent review and revicge existing oreratincg
procegures to hetter acesure loans are mede only
where there g cufficlient evidence that the precnoced

" industriel expercsion is larcely dervendent upon

prograr assistance. .

' Adrinistrators of the Bucinecs Development Loan Pro-
‘ gram agreed, Gue to the maanituce of the preblem to
which the agency was mandated to addrecs and the com-
paratively limited level of fundina, the proarer's
overall}l irpact has been minimal. These. officials

aarced that EDA loans were not the vrimary factor

,lnilucncinq business location decisiong, however, thev
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believe program financing allows a comrany to expend
to a greater degree or to cxpand cooner than thev would
otherwise have bkeen ¢hile to do.
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' CBAPTIE 1
IETROLUCTION
The Fconomic Tevelopreont Administration (FDA)
within the Persrtient of (Cerrerce was establiched
rurcuant to the Punlic horks and fconemic Ceveloo~
ment Act of 1365 u? U.S.C. 2121). According Lo
i the act, Toa's rr v purroce ie to.crcate new
| : jobs iIn ereass ol ¢ cential and/cr vercistent
‘ unerployrent end unaderernleyTent. Finenciel ecsist-
ance provided i @ act irncluces: ‘
' ~--Fublic Wo.ke Graentg and loang - veed to :
assist recdevelcrrent arees by rrovidina
. vitel vublic facilities necescary for the
succescful establichrent or exnencsion of
‘ industrial or commerciel facilities.
--Business Develcrment Loans erd Cuarentess -
vsed to previde Je¢1aJ incentives, such as
low-cost loans and workina carital loan
guarentees, to encourage Dusinecsc and ;
industry to ruild or exreré orerctions in
redevelorment ereecs.
~-~Technical Acsistance Grante - usged to
; evaluate and/cr chave specific vrreojects
| and programs for economic develcn~ent,
--Plannina Grarts - veced for initieting
planning, ard¢ vprooranming econovic develor-
ment activitiecs,
~=-Speciisl Econcmic Pevelorrent and Adjustment
Assistance CGrants - used to helr State end
‘ local &areas weet srecial econcomric adjuctrment
1 problers resulting from cevere changesg in
. ’ economic conditions.
. This report assescses the potential impact of
. business development loans to industrial and commer-
: cial activities in meetina the agency's aforementioned
purpose. Avallable resources and vrocedures affecting
their allocation were the basis uron which potential
’ impact of business duvelopmenl loans was assessed,
| Financial assictaence to private bucinesses,
; known as the Businesc Develovpment Loan Yroqram, ig
_auvthorized by section 202 of the ect. Until fiscal




vear 1975, such ergistance was restiricted by lasw to
direct lecans {or the purchase or development of land
and facilities inclucing rachinery and cauipment and ¢
working capiltal cuarantees.  Amenaments (Lo section 207

in fiscal year 1975 (Cublic Taw $3-423) rrovided new ‘
authoritv to maxe c¢lrect losns for workingt carital
end to auarantee loene made by privete lending

institutiors and to Juerantes tentol povrenie of

leases for buildines ond eouvirment. The arend-
ments alco reroved ¢ Lﬂ”L'J’#ion tr.at working

capital gvarantees were avalilable cnly in connec-
tion with direct loanes.

The primaery coal of the Business Dev-~lorment
Loan Progrem is the creation of jch oprportunities
in redeveloprent arees. FecevelonTent areas ere
those agenerally charagterizr' by substantiel ‘W
unemploynent and/or low redizn family inceome as

e

defined by title IV o¢f the act. The eflfectivencss
of the rrogrem ig directly reclated to FDA's abilitvy ‘
tc cause companies to locete or exrand in redevelor- ‘

ment areas.

Bistorically, wrcgram emphagis bas been on
direct lcans. Direct loanz way be made for reriods
up to 25 years at a rete of interect besed on the

Federel borrowing costs., RAccording to section 202,
hcwever, no lcan is to be extended unless the fi-
nencial assistance evrrlied for is not otherwice

available from rrivate lencers or from other Federel
acencies on terme which in the orirnion c¢f the

Secretary of Cormerce will permit the accomelishment |
of the project.

T

Since the prcoorem's inception throuvah Cecemher 21,
1975, avecroximetely 420 direct loane, totaling 5428
million and erproximetely 10C cuarentees, toteling
$142 million have been authorized.

SCOFL_CI RLVILW

During our review, we examined and assessed EDA'
procedures critical te the selection of buciness loean
recipients., We made a historical comvaricson of total

program resources reletive to the number of redeveloyp
ment areas elioible for program aescigtance.

We reviewed the legisletive historv of the
Economic Develorrent Act ard the eveolution of imple-
menting procedures aprlicable to the administretion
of the Burinecs Development Loan Progrem. We examined




EDA's loan rrocescing files end documentation for 8

of the 16 lcans rade in FDZ's Midwestern Regionea

Cifice hotwesn Julv 1, 1970, and June 20, 1975.

lecause procvessing and apvrovel of all loang ie
coentralived in PHL"& heaurz=11@r officez theece loanes

| exerplifiy iph'e cratino trocedures with resroct tg
direct loans. In auultlou, ve examnined cveailahbio
decurentation wericinine o two loane arrrovea b
not gichursee énd two current trojects rendina hefere
EDA. : '

o

—

e
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Cur field work wes done in the Washington,
hcadouarters of ECA and at its Midwestern Feaiona.
Office, Chiceco, Illinois. 1In adcéition we vicited
iffices of selected corporetions that received ED

0ans.,
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CHAPIIR_2
CONTEXZ IN_BEICH 10 CONSIDER THE
PSS DEVELCPMENT LOAN PRCGRAM
The prirery rurocse of this charter ic to relete
resovrces of I'thte lousinccs Develovwment Loan lroarenw (
. te the number of aress elingible for vreoaranr assccictanco, '
A Feconuary rurnose 15 to rrovice a better rorcvoctive \
for und:vstcnblnq the remifications of shortcovings in
; : the procram's cperatirg procedures discussed in chavters
L ang 4. Dilcgculced in the chapter is the criteria \
| an area must cztisfy to be elicikle for ELA acsictance: \
| changes to theat criteris which have contributed to '
| the increase in redeveloprent areec; and & hiftorice ;
| . account of proogrem recsources relative to redevelonment )
areas they are intended tc assist.
/
In the dececde since the creation of ICA the nurher
of redevelorment areas elicible for the wvaricius types
of finencial assistance vrovided In the act, incluvdirs
usinecs development lcans end cuarantess, has coubled.
cwever, overell approrrieticns toe ELD2 ané crecific
arprorrviations to the Pucinecs Nevelorpent Toan Dro-
gram have rerained relatrivelyv corctert curlina t%is ' |
period. The net effect has been & craduzl cecline in :
the percent of redevelovment areac receivine pusinecs
developrent loen assistance zach year until in {iccel
veer 1976, we estimate the vrrogrem will directlv
assiet only 2.5 percent of the redevelonrent areas.
CRITERIA FCR AFLA CUZ SLIFICATICH/
‘ DESICGRATICN ~ 7 T -
; To cualify to receive basic formes of assistence
: provided by ELC2Z, including businecss development loanc
| . and guarantees, an area muct meet cne of the reauire-
) ments set forth in citle 1V of the act. 1The tern
"area" includes countieg, Indian recervations, labor
. areas, anda census divisions of urben cormunities,
The svecific recouirerents for cualificetions deline-
ated in title 1V are outlincd below:
: --Areas experiewcinq at leacst 6 percent unom-
ployment for various time perliods depend- ;|
ing upon how much greater the area's '
unemplovicent rate was sbove the national _
rate, i.c., if 50 percent to 75 rercent
' above the national averagc, Lhe rate must
4 .
|




have been experienced for 3 of the precedinag
4 yvears and muct heve averaaged at leact
6 percent.

----- ~kreas wheore redian farily income was
50 percent or less of the nreticnal averace
v the bacie ¢f the moct recent evailablc

cLatictice.

--Iindlan recervetions, truste, or land ereac \
within certein liritationz, \

--Areas euperiencing an unucguel and abrurt rise
in uvnerployrent in the last 3 vears or enti-

civating such a rise in the next 3 vears \

caused by the loss, curtailrent, or clasina K
of '8 major source cof emplovirent for the area

if at the time of the reovest the unervliov- '
ment rate exceeds cr is exrected to exceed

the national averacge by 50 rercent or rore,

~--Areas, reaardless ¢f vhether they ere ¢
political subdivision, 1f they exhibit eny
of the f{ollowing conditionce:

a. heg a large concentration of low Income
PELSONS; B

b. 1 @ rursl area having substential ovt-

¢. has substantiel unemployrent; or

d. has experiencec an actual, or is
threatened by, a sudden ricse cof
vnemployment.

--Areas where per carita employment has declined
significantly during the previous 10 veers.

~—-Areas which experienced sulictantiazl unernloy-
ment durina the precedina calendar vyeer.
Substantlial umemplovient 1o currentlv dofined
as 6 percent or morc.

After an area 1s determined ouvalificed, it rust
submit an COverell Tcconomic Develorment Plan (CLIP) to
EDA in order to become s desianated redeveloprent area
and actually be eligible for [DA progran ascicstance.
The OEDP must provide a realictic developrent prearar

hat cen be impvlemented in an effort to promote the
area's economic progress: improve community feciliities
and servicess and serve ag a bacis for continued
economic development planning,

(ol
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Since the nacsse
mejor amenaronts aflf
title IV critetia.
«woen to incrocace the nunhor of ere:o elicible for kDA
acelctance ‘

¢ of the act there heave been tw
cino frea cliaibility uncer the
e effect of both aerondrments has

—
L

The fir;: arendrent, Purblic Low 91-204, zrrroved

July 6, 197¢, iInstituted 2 meratorium on de-decicpneticn

of areac efter May 1, 1970, &and bhefore June 1, 1Y971. The

moratorium hes been extences throuah Juns 1, 1376, 2t

the time the law was resced, ﬁ@mbefv of rotn tre Senate

and Fcuse Puzlic Workz Con*ittees, chared the crinicon thet
. income levels and unervrlovrent statistice were unreliable

when arclied to rurel arecs to Getermine their elioicility

for procram acsistance. Whan the arendrent Eassed, ITA haa

ldentified 96 counties to be de-designated. &t the end of

ficcal vear 1573, ErLA idertified cponrexinetely £C0 ereas

thet were still eligible for agssictance c¢n the hasgis of the

roratorium.

On Hey we lcsued a revort te Ccncress
entitled, " ble Data YNecded ac & RBecic for Fro-
vialng reder arce te rcurudivaliy Digtreszed 2rcas.”
In Lhat rep *closen Lhel tle unesclovoant ord
income dGeta the ELA In determinine elicibility of
rural areac current ana were of ouesticoneble
accuracv, Cevertrent of Labor substentislly
agreed with irgs, &énd eareed to ccncsider the

recomrengeticne mede, the wrcecblemr of accuratelw dellincat-

ing economic c¢ictrece in rural arecs rersicts tocay,
Further, it continues to b2 & source of Conarecssiona:
concern as evidenced by the intrcauction on Decoerber 4,
1975, of H.E. 10990 Lo esterlish ¢ cocrmiczicn &

o cdevelon

measures for irvorovira the methed 2f collectirs ond
aralyzing naticnal erclovment end unercloyment Inforra-

tion and static+ice. Irt crrinn 19/6, tro Boresn of Lanor
Statictics prepared en outline for & vlenneu review cof the

Bureau s emplovment and uns~ployvrent stetisticz to be

performed by an impertial, cutside grour of exrperts.

The second amendrent, which wos incorvorated into
Public Law 93-423, rasesed Sentenber 27, 1974, added a new
‘ gualification provision to title IV, 1This preoevision nro-
a vided that areas cxperiencing substontial unevplovment
| during the precedina calender vecar woula be eliagible for
EDA ascistance. As previouvgly ctated cubstantial unem-
ployment has been defined as 6 percent or more.

B B B B B E B BB EE B I




for
elicible for b
the area's

Prior to thig armendment,
subestantial unemnloyrent to be
developmnent loens and guaranfoes,
must also have been persicstent. To satisfv
ment of versistencey the unchvlovment rate must
exccoeded the national avereun for e certsin
veors ﬁorendcnt upon feve

Fres

IL\ro

end of fiscal vear 1975,
for LLA a?"i“tancr on the
JINCTIL & In ecdition, FDA

thet when curren unerplo;mcnt ficurcs beconeo

a cubstentiel number of the apvronimately 5G0

gible ifor assistcnce because of the rmorstc jum
gualify based on substanticl unemrployment.,

Necr the
arcag ovelitied
stontial Uﬂ(“blf

arprosz

. .
Los e

DOLb}luo of arees Ellﬁléig
for ECR assl°farca

At the becinnina of fiscal vear 1967, there
approximately 660 desianatel redevelonment areec
for businesg developrment loean assictance.
ning of fiscal veer 1976, this nunber
doubled to 1,600.

areas exvperiencing
ucinecs
uncnplovrent
the rea
have
nurber

gire-

of

cirately 4t s
ol
officials
aveile
greacs

will

suti-
(Jr“4

Cate

i
ir

S

L
-

l
als

3] (D "‘

were
elic
By the beo
had more than

o4

witile the aemrendrontz to the title IV criteria have
reculted In an increace in the nurher of deciansted
redevelorment areas, an uncerlying couce for the incraore
has been the rice in the netion's unemxlovment rate g£ircc
the pracsacse of the act, n 1865 the nation's une-vlo -
ment raete avereged 4.6 percent while In 1975 the aver:..
was 8.5 percent, 40 vercent ebove the level neceecsdry forv

areas to ocuvaelify for L[LDA accistance.
PRC“RP'

TG DPP

PFQOUDC S TELATIVE

For the l0-year period,

fiscal vyear 1975, annual anvroprietions to the

fiscel vyear 1966 through
Busineesr

Ceveloprrent Loan Program have concistently avereged

$50 million with the exception of fiscel vears 1974 and
1975 when they fell to $20 willicn and $17 millicn
recpectively. In ficcal yeer 1976, $58 million was ‘
appropriated to the rrograr; however, S$17 nmillion mucit Do
used to provide adjusiment acsistance to firms for injury
ceused by import competition as defined in the Trade 2ot
of 1974 (Public Law 93-618}).

While recources for the Businegs Development Loan
~Program have remained relatively steoble, the ciani ftca“t
increase in redevelopment areas had reduced the rprograan's
. 7 -
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CHAPTEP 3

PECCLDUTT S GVELFMITIASTZL EIﬂ =

INFLUPNCE CN COTERCOPATE LOCATION PFCIFIONS

The oot authorirzer kho Sccoretery of Cormerc. to hruvibo
{inancial essictence to busginccses when b deterrsines thet
cuciy egzifctances 1e not ot,crwjar evailanle. trom IT'VULr p
lenders ¢r frem other rederal agencies on terms wvhich will \
permit the accemwnlishrent of the project. \

e found thet cperatinc procedircs ured to covalueate |
the need for DA accicstence (1) overemrhagize the agencyv'yv

-~ .

role in influencing corvorate locetion cdecisiong, and (2
do not provide adecuate assurence that EDA flna.ngl
asslistance 1s necesgsgary to eccomulish the nroject. Le
perceive that operating procedures olvine creator emrhesic
tc assececinag the firm's need {or FDA financial ezcistence,,
vld better assure business crowth and the crection of jen
opportunities in redeveloprent ereas that would not other-
wice have been accomrvliched withouvt EDA financinc., fThe
nature of these chances is discusced 1in chaevter 4.

ho

COFPPOPATE LOCATICN DICISICNS

While a firm maey have sufficisnt funds to no aheac
with a projcct, EDA's orerating proceduresg vnrovidces for
firancial ascictance to the firm as corvencaticn for the
disadventages acssociated with loceting in & recevelonmont
area characterized by high uvnerplevrent arnd low medlen
family incores. However, we founc thet corrvorets loce-
tion decicions ere primarily influencec ry other
determinents, and EDM loans have not gianificentlv
influenced businecs lccation cecicsione,

ECA operating procedures

EDA's policy since its inception has heen to extenc
loan assistance to sizeable, often times multi-rillion
dollaer corporations, to induce thece corroraticons to
locate business projects in redevelcorent areas,
According to an DA analysic of l@;lsldtlvc intent,
Congress did not impose constraints precluding lcens to
sizeable corperations in recoanition that thesc enter-
prises could contribute sgignificantly to the cconomier R
of depressed areas. 1Ihis analysis pointc out thet without
the inducement of & lona-term, low-interest loan, few cuch
corporaticns elected under the Area hedevelopment Act of
961 (legislation preceding and intended to accorplish

e EEEEERER)



czsentially the same purpose as LLDA) to locate iIn desia-
nated areas,

EbA's RPusiness Tevelornnent Manual containeg the
followino procecdurel culdelines reolating location to
fJnuhLLL\:

“Wiere "4 g beinag zekeod to lend money eithr
dirccetly er indirecctly inte & large corr01~t*01,
the aprlicent witl ercdicarily have 1te own funds
avalleble or will heve aeccesr (o non-Federal {uonds
sufficicent to finence the coct of the vhvsical
facilities., VFewever, in mest cases the arcplice-
tiong are being cobmritted ez a result of I'da'e
concscious effort to encourace established
correnies with substential net worth to locete in

- EBa cualified arcas a5 crrosa¢ to more COSL Ccompo-
titive ereas. ILocation ¢f & rwroject in FLA arezs
norrally will irvose some corpetitive disedvan-
teges and added eCOneCric preszures on the orer-
ater. Becevee it 1 rot IRa'c interrion tc acsk
these cempanies to vlace themselves &t a comreti-
tive disedvanteoce bv locatina in an [DA erea, the
Office ¢f Bucinecs LCevelornvernt will eccert erpli-
cations from sulr & cerooretion provioed it
certifies that it would locate 1in another eree
with more favorenle econoric advantetas 1f it
were not for the Lenefits of the ECA finenciel
asclstence.,”

L

1

As ctated ehove, EDA does recuire trhet arvlicantes cro-
vice a letter certifvins thet thev would lccate in ancther
area with more favorable economic acvantanes If 1t were not
fer the benefits of the ECA lcen. This letter is to he
included in the hroject file andé the certification reviewed

1 by EDA financiel analvets fcr the reasonchleness of thre
facts augpoztiﬁq the certificetion. ke ¢id net find in
the cases reviewed that detalied enaelvecezs were maac by
EDA of the cspecific factore which influenced the locstion
dc“iQ'on:, trheir releaetive weicht, the gliorn tise locatione
congicered, the raticnale suppc'tinq the determination that
the decision to locate in the [D? designated arece was
dicadvantagecous, or other le(Eu tion to chow thet EDA's
loan was a prirvary determinant in thne location accision,

Other factors influencing

lccalion

Althouoh EDA's rolicy ctatements and cuidelines
acknowledae that large corporations will ordinarily have
csufficient resources to finance prorogfed projects they

- 10 -
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wWe examirned infeorration hearinag on locatior ceciginne
associated with the & loans erprovec after July 1, 1970, )\
In addition we exemined 12 cther location cecisione mage By
these sere cormranies in both recevelounrent and nonredevasl -
opment ereas. We did not find thet the L[LA loewe were
& primary inducerment or thet the compenies were inauced
for any reason to lccate hucinecs fecilities 1In areas whic
were econcmicelly or Tpetit ive}“ cicedventeacols., In
fact, we founa tnat Lhc busincees locaetion decic.ong were
made because the locetions were acventaceous, In five
of the eight arproved loens trne lccation decision wee

—
9]
3
jA3]
~
o,

already made, and lan¢, buildings or ecuiprent rur i
or construction becgun before epplicetions were rece for
EDA funce. ‘

In one cese the location was ¢
an overell corcorate strateaoy in
for an EDA lcan. The location wea
such factors as proxivity to the
processinc plants owned by sffilic
case the locaticn decicion weas beacs
proximity to fthe already establish
other factors =such &g cost,
appropriate labor force.

cormunity emenities includins erxpleves hcousine evallability,
G upon ¢g T
e

cf the
v deter: ined hv
nc, weé 1(f<L

oS

b T
1 =l (D

in large reart on
rrecuction prlant, ond
and availabilisy of an

"D [ Y )

g 00

U)

Tace,

Questionnairee sclicitina bucirnessmnen's views In two
recent GAU repcrte . the Concress showed thet financiol
ccistance wag not rated ac & hichly gignificenrt factour In
selecting a locatiocn. In ore rerportl/, 1% out of 24 [irmeo
guestioned did not rank financial actistance cona the 3
rain reasons influencirg their locetion celection. In

T3

[ —— [P — - »

1/"National Fural Development Efforts and the lwwvact of |
Federal Troqgrame on a 12-County Rural Area in Scuth i

do not give cognizonce to the roscibillity that thecse
corporations way norrally find it acdvantaaecus rather than
dicadvantaucours, to locate in norticular ereac Furthey ~
more, ['DA guidelines ¢o not discurz the large v»rleL” of
factore~—~other thoen LS loang--thet cenerclly are con- '
giderca v burinoce decislion makers in ceiecting ¢ location,
These {aciors include rut are not liwited to:r  lehor force '
waollebitity erh‘r~:10ticm zzﬂwircruLt.p rav rolerialc
nda/or ouvrnllior sral rrovinity to marrete, Cite
locaticn and ::V‘Aﬂ;,on“ reagusrererts, financial ond \

‘ Lhe coletarnan vu adventeoes, end coneral cociel end y
Dakota"™ (KED~75-288, Jan. 6, 1975). |

IO o




the other revortl/, comments of officials repreconting

62 busincesos were obtained and finsncial arsistonce wae
listed ceventh In order of invrertance emona 13 factores in-
fluencino Jocaticen cecisions.

Studier vovicrrea by ¢ consultant for two foderal
- wc:'Lr:‘ Cor"“?'*c ed Lhet finonclel inducorents wors not
eneral elicecive In inflivncing locatlon decislong by
(“m&ﬂJ?F ajfifillated with l-:ce notionel corrorocions.,  Opo
study rrinted out that lerocr corvanies ore }Oﬁaiﬁd JCCCT-
ino to basic cconceric criteris aeer ccgential to o the
profitable oreraticon ¢f the busgincsz; rseior fectore incluce

]

prOV1W11y to markets and the aveilability, auelity and c«?t
of labor. Tinancial irduceronts, eccordinn to the rerort
were more important te emall, strueasling compenies :hlbk\
did not have eaecguete internel rescurcec and which erpar-
ently could not obtain rescurcecs in the priveate canitel
market elither in amounte sufficient to roet thelir needrs,

or at rates that they could affora.

~1/"Improving Federally Assicted Business Development on
Indian keservations™ (RED-75 5-371, June 27, 1975%).




tageous creac. discussed in chavter 3, we fcuné thot o
EDA loans did not gig anJLcit‘v influence corrcrate lcocce-
tion decisione end thot other factcrs such e lohor foioo
availaebility éend proximity to markete, mav be rore
irportent in cdetermining sits locetions.

Since EDA financino has not heen critical in the
locetion cecisions exemined, we helieve the acency ghould
criticaelly evaluate tne actual neeg a business hee for
their ascistance rather then conciderine their cegi

-

CHAPTITE 4
FDA CPEEREATIRG FEQCFLUERES DO MNOT P}f‘”Ii‘ ‘
. ADTOUATE AEETE AN CE TTRT PR
. An LA policy of Jdirecting the loan proarzi towaerd \
companice which may hsve substantisl net worth is baged on
a rvremice that large corporations wro hove or cre able to
. btain clternative financirr chould nevertheless he alven
comvensatery for rmerceived diseadventaces acsoclia
locaetiny in redeveloprent aress, Our review crhcwe=a thot

ECA loans as compencsation for locatine in leess th an advear-
g

[CA operating procedures ¢o not currentlv vrovidge that

sufficient finenciel enalysics be rmece to deter~ine the

need for EDA fundinag or to determine if “1tcrn5tive furd:na
options e&re avallable or feccible to the loar erzlicant,
Shortcominges in thesge procecdureg ere dlscuccec rnzlow,

INSUFEICIENT FINANCIAL ZNALYSIS

While EDA has congidered their loans &g
to businesses for locatine in economicellv di
| areas, a ploaram goal is to rvromote financing

‘ . tive sources, and to minimize the ver of FLA's limited
) loan funde. we bel. >ve thet (o beltor socure thir coel i
luaticnes, concicer

fundira: (2}

met, ELCA chould, in future financial av
and analyze: (1) alternative sources o©
resources of affiliated comrcanies; and (3) vros«cted
internal rate of return on project investrment. Fach of
these factors ig discussed below.

é
=
A4

Alternative sources i

e A o e o St A 2 o e .l S T T a

of funaing

EDA's lending quidelincs reauire an avplicant to
provide evidence that other {inanciny is not available on
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of the

conditions which would rerwit cornleticn
is to

ite particuler location. This evidence

terms and
project ot
include:

tters f{rom at leact two
viinog inctitutions declining
of the rroject or o

shore Qf Tlnancing,

*1. Cories of lo
agualiiicd
to finance
participate

Jer
cnYovart
in EDN s

2. FPvidence thet! no lencinag irstituticon will
| particinete In nroject financinz o1 ecticr
than & firet lien bocis.

3. Lvigence

that othcr

Federal {inarecial

acsistance iz not aveillable to the

For ascistance to epnlican

te in

o b 1 P -
cnls arex,

proicct,.

EDA persgonnel chould refer to the curront
catalca of Federal Dovmesgtic Asclistancs ;
* 0k K W

i These guicdelines c¢o not discuse the vericus
alternative scurces ¢f finencing nrormaelly “U“J*E‘]“ to
large corporations for inductriel expancicn. e found

that the comreanies which received EDA lcens had in othor
instances either favorably consicdered or chtainss financiru
from effiliatel comranie:r,

WH from: irternal rocources, lnane
o Yo N 1 e e v~ e -
short term bank loers, sale «f steocw, Lond lssce=, morto-

gages from investment companiesg, ecuicrent leagsing, &nd

venture capital corparies.

Resources frer afflllateo

COWP&UJGS

ED2 recognizes that companies which apply for loans
may heve principels or affilieted comraonies with cionifi-
cant financiel resourcesg, or may heve adeauate Iinternal
resourcec, proijected carning capacity and cesh flow, or
access to other fund sources. Accordinalv, to efsure loar
repayment, EDA views the broader econowic entit., and
obtains f{inancial ¢:zeurances scecured by JJfiliztod corm-
11 panies. Specifically the lending cuidelines ctaete with
WW © respect to gquarantecs that:

i "Full personal quarantecs of principals of
borrower and/or related corrorate guarantecs
by closgely~held corporete applicants or by the
parent corporation of cubsidiery corcorate sroli-
cants, secured by colleteral wherc necessarv,
will be ordinarily recguired. Likecwisge, croge

| ) quaraentees of related corporatione will Fe re-

| aguired when decwed necessary Lo vrornerly sun-~
port the LDA loan."

P

A
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IPhts ouvidelinegs however, do nnt reauvire that DA
congider thece oroader ecoreric entities to detrrvine thg
feasibility of alternctive financinc, and concocucontl,
EDA's interect ic limited toc -the recources of the ur}llw
cant comrany alanc.

For cxantl~, in cne of the cazes rP\Jf cea the cor-
poration which obtaingsg the DY loon woe or ne of bty
wholly-owhea cuns laleirw corvanlies a8 chown in thc chert on
poge J0.

in thig carc, ECA, to essure edcouvate cecurity for
the prorused locn, concidered the corporate entitv and
requirec that the cvarent corcany, wibh relr-tivelv subestsor.
tial recources, cuarentee the subcidiery corpenv's leass
payments snd v=oricrmence. However, [DA ¢I¢ not consider
the perent comvany or affilisted conranioes te detercirs
the avellepilitv or feacibility of a2lternative financiic:
EDA's flles contalined orlv two letters freom bensxs statir-
their unwillinoness to participaete in the nreoposed leocen.

ERA's files showed that the parent comrenv hed a
consolideted nct worth of etcut $10 —illion at the time of
the loen avplicacicn, wherees the subsicdlarv coroany heo
net worth of onlyv $57,500. 2lco the verent co.piny wvas
1isted cn a mejor stock exchange, with access to alternctive
Caplial warkeus including tne cale of steck, hkenx loanc,
and funding genvrated [irom operations.

Projected intern cl

?ZEE'or return

EDA operatino procedures do nct orovide that financiel
analyses be rade to determins the rrojected internel re*-
of return. lhe internal rate of return ig that interecct
rate that cqguetes the vresgent valuve of exvected future cooh
flew from an investment to the cost cof the investoent cut.zy,
Without ITA performing a flrcrcial analveis of the prei vred
rate of return on the vrorcsed project, FDA does not heve,
“in our oninien, edeouats Infermation to establicn the
parameters to evaluete alterrative firanciel recources.,

An examinetion of two comraniec which received EDA
loans ghowed that their internel recourcecs, or their
access to capital dlL“C*¢Y or throuch affiliated companicor,
were adeanate to vrovide the recuirced financina without
EDA ascistance. In once of theese combpenies the ectimated
cost of the proncsed vroject was $1.9 millicn, and the
annual profit was estimated to be $1.1 million.. AZccording
to cur computaticn the ecctimated internal rate of roturn
exceeded 65 percent. Since DA opercting rrocedurcs do

- 15 -
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“are advantegeous based on a variety of econormic end cther m

not require sinilar finoncial analvees, FDA did not have,
in our opvirion, en odecuate boeis for evalueting the alter-
native ftinancing opticns,

Further clavification of interncl rate of prtiuvrn,
includine iic irrortoence andg ouplicehility both for the
Tirey recvosbting I'De orecigtance andg for i in cesecresing

the need [or Lhat escizvance, (o incluced in apronnix 1,

EDA officiale cnareod duc to the maunituae c¢f the
problen which the eccncy wer tendeted to eddrecs ond thoe \
comparatively limited level of funding, the procrer's cvwersll
impect hesg been minimal. ERA officicls alse sureeld thes
businesses do consider & variety of fectors In locetion |
decisions and &after reflectiny on our review aarcrd thego V00
loans were not aenerally the primery factor influvencing w2
bvsinesses to locete in redevelorment arees,

EDA officials told us thet they bhelicved FEDA

financing ellows 2 corcany to expard to & dreator deard:
or to expand cooner then they would ctherwisge have heoer
able to do. The cfficiels stated thset as e genercl rule

they felt FDA funds were ugeful to burcinecses in firmercl:,
new projects, and thereby acnleved econoric impec. and
created job oppcrtunities,

CONCLUSICHS

EDA's Eusinecs Levelopment Loan Program is cone of =z = |
nurber of Federal progrers directed tcowerd ccorcric dev-l- ‘
opment anc¢ the improverent of emplevrent cprortunitiles., oo |
financiel resources aveilable to ED2 ére limitea in ralc
tion to the number of derressed areésg reculring arfictery. H
the need for improved emvloyncent ovroortunitics, ent tre m
financial recources evailable in cormcrce erd Industrv, 77 |
a result [DPA neeags to be more judicicus in elloceting 10- W
limited funds to assure maximun effectivenesc.

After reviewing the operaeting vroccdures of ELCA's {W
Rusiness Levelopment Loan Frooram, we conclude that tre |
program needs to be resscecsed to fina alternative wavs to iw
more clfectively meet vroaram objectives., The vclicy 0
developed ov FDA of directing ite Buginess Develorrent ‘W
Loan Program to larger companies with substantial net wertl ‘W
and adecuate resources ig underctencenle In lioht of the \
relative cost of adminictering small loans, end the arector ‘W
relicbility of larcer comvanies in loun repevrent end in | HW
produclng empvloyment oppertunities. Nowever thece laraer HW
companies are generally likely to selcct locations which mw

factors, and LDA loans, or the abscence thercof, are not i
'
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likely to induce these larger companies to locate in areas
which are disadvantageous. Furthermore, it is becoming
increasingly likely that larger companies will locate without
EDA financial inducement in redevelopment areas as these
areas have increased in number and distribution throughout
the United States.

In accordance with the intent of section 202 of the act
we believe it is important that EDA reassess its program to
assure that it is directed towards economic development and
employment opportunities which in all likelihood would not
have been created without EDA's Ffinancial assistance.

To assist in the judicious allocation of EDA‘s limited
business loan funds, EDA needs to develcop more sophisticated
but accepted analytical technicues, evaluating alternative
location determinations and financial options available to
the applicant. In-depth financial analysis is particularly
important when the businesses have adequate resources or
access thereto and may not need EDA funding to assure the
completion of the proposed project.

RECOMMENDATION

We recommend that the Assistant Secretary for Economic
Development review and revise existing operating procedures
to better assure loans are made only where there is suffi-
cient evidence that the proposed industrial expansion is
largely dependent upon EDA assistnce. Revised procedural
guidelines should recognize those factors other than financ-
ing, critical in corporate location decisions, and reguire
a more comprehensive financial analysis to assess the need
of a prospective loan recipient. The financial analysis
should consider those factors digcussed in this chapter .*
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APENDIX 1 APPELDIX 1

Internel rate of return was definecd on ﬁeqn 15 a= that
intercct rate thot eouvates the vresont velue of expectod
futuvre czch flov f{ror en investrent to the cost oi thr
invesiyont outlev, Clarificetion of {his covewher cons 1ox
definiticn ane ~heo relevancey of Intcrnal rete of return,
particulerly Lo o Lincncicl aoalwvel In ecrogcint the noog

INTDRIAL FATE CF PETUEX

. for en ERA loan Je discusica fwelow.
Internal rete of return js orr of several accevted and
: practiced capitel budaetina technicues. Caritel nudaeving
. involves the rroc-~gg of plchn.na for the ure of & firy's
capital funds. Tne first stev in the cevcital bHudoeting
process 1ig to acsesemble a 11?t of rroposed new hbusgliness
. investments, toccther with the datz nececssarv to aporelise
them. Eecauvse a businece ig often faced with rore vroroagle
for projects then it is eble or willine to finence 1t must
.
e

aprly core procecure to eveluste ent réeng them. he 1ntcrnel

rate of return is such a vrccedure.

The internel rate of return ie norrelly fouvno by trial

and error To clarify this rrocedure, the sterps involwed in

its com“ﬂtatjc“ are presgented belcw followed by an exsrvle.

ttn
'r—~

1. Compute the vresent vaelue of the rrojec
from & proposed investment, using en @
celected interest rete,

2. Compare the rrecent velue obtained with the irvect-
e

3. If the crecent velve 1is fricher than the cost finure,
select a higher intarect rate engd coroote the riro-
sent valve ¢f the cesh flov acein. Conversely it
the present value 1ig lowcr thaern the coit select &
* lower interest rate and rerecat the reocose,

' 4. Continue the rrocecs until the vresent value of the
. cash f{low frcm the investment ig approxiratelv ocual
‘ to its cests. The interest rate thet orinags about
the ecualitv is defined er the internal rate of
return.

Ascume two projects are beine considered by a firn.

Example
del reguires @ current investirent of $20,000. The

S S I
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ATPPENDLIX I s AEPLEDLE |

projected caeh flow of esch investment proposal is ‘

precented in the tasble below:

e e o 1 2 e e e O PG FT ] T e e e
Tnvestoent rovesel 1 Investiront rroroeal 72

year 1 $1u,00C Year § 2,000

1 1 24
Z £,000 ? 4,000
‘ 4 2,00C 4 5,000 ,
6 6 12,000
. Step 1 - Computation of the precent velue of projected |

cesn flow
15 percent (interest rate)

\

2 (0.76) ( 8,000) = 6,C2C
4 10.57) ( 2,000) = 1,140
5 (0.50) (0) = > |

1 P r O ’D{:) S a 1 2

YR, 1 (C.87)% (S 2,000) = & 1,740

2 (0.76) ( 4,000) = 3,040

3 (0.66) ( 6,000) = 3,960

| 4 (0.57) ( &,000) = 4,560
5 (0.20) & 10.000) - 5'o89
6 (0.43) ( 12,000) = 5,160

“ *Figures obhtained from present value teble of S1.
In aprlyineg Step 2, (comrariccen ¢of the nrecent value
’ obtained witk the rroposed investnent cccst) the present
! value of vrepccsal 1 is arvroxirately ecual to ite coct
‘ and in accordance with Step 4 the intercst rate of
15 percent is accepted as the internal rete of return.

|




APPENDIX 1 APPINIIX T

Tho pregent value of pronesgal 2 is higher than tho
$20,000 pronecced Inverciroent cost and in eccordance with
Ster 3 the procese ig 1+veated vsirs a hivher intercst

race. The corputotions appcar .ol

Ster 1 = Corrutetvion of the preseont value of rrolected

T cash fiow

. 20 porcent (intercst rate)

Fropoesl 2

YR, 1 (0.83) ($ 2Z,000) $ 1,660
2 (0.69Yy (S @,U( )= 2,760

3 (0.58) (% 6,00C; 3,480

4 (0.48) (S §,000) = 3,240

5 (0.40) (810,000 = 4,000

6 (0.33) (512,000) = 2,960
$19,700

In aopplying Step 2, the Preccnt valua of rrorvosel 72

{($18,700) ig now epproximately ecual to 1te current

anticirated caost (S20,.0600) and in accordarce witrn

Step 4 the interest retc of 20 wvercent i excented

ac the internal ra*e c¢f return.

As stated on page 1 of (hic anrencix, internal rez- of
return ig one of ceveral ccritel buragetina technicues v ich
provides a raticnale reans te evaivate ¢nd select futur=
capital investrents., The sionificence of the razrticuler
interest rate that ecuztes the cost of a rroject with tic
present value of ite rrojected casn {low s further dicscouesced
below.

Agccume that a firm obteing ell of ite cavitel bv irrrowing
frem banks ani tnat the Interost cost is 10 percent. 1! the

’ firm c¢an 1nvest this corrowsd ceplitel inm e buriroge veniure
which would aenerate cech flows vieldino an intcornal rete of
] return of 10 rvercent, the firrm would breaxkeven on thics
. investment. It ig this brea<ceven charectericstic that meres !
internal rate of return so imwvortant for the firm In cvalu-
eting the merits of rotentical businecs venlurer,

If ac in the above carge borrowed caritel had an Interest
cost of 10 percent enc the computed internal rate of return

excecded that cosgt ac it Gi¢ in both rrorverals 1 and 2 zhove,
then an investment in both these rwrejects would e profitable,

fal
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APPINDIX I APPINDIX 1

it hac to seleoct hotween
thinos boing covel, rnrorognld
vercent profig rax*:in

irce the cozrt of
5 mercont vrof it paralin

ig lirited &nd

all other

colwected oo it hoooa 10

f retern of 20 rercent
oral 1 hinooa

If the firm's
propocals 1
2 shoule bhe
(th Luul al@ G
of 10 t ¥

‘,3‘(11 Yoo

wouls corict
pnliconste e d

or o conraerible b
¢ return on ite Iinvestoe

internal rate of

f tinancial anclvete
within LIy in zzeezed { ]
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the ijnarcial amalyet riocs ﬁut, in cur orinion, heve {i-

clent irnfeormeticn for evalicaetina slterneti—c finencina ootione

which ray be aveilahlcs to ¢ rrospective lcan recivient., The

act requires "nt no lcen bz mage un]css financial essictancs

is not ctherwise avelleble from privete lenderz cor freo~ other

Fedecral egencies on tervs wnlch In the coinion c¢f the Secretzar

of Commerce will mermit accc~evlishment ¢of the rvrciject. IE

for exercvle a rusinecs epplvina for en FL2 loan hed e vrojec-

ted rate of recturn cf 20 vercent &nd had cccess w0 outs e !

capital et a coct of 12 percent, tre FLC2A {inancicl ancliver

would e In a tetter rvceition to vurcsve with the loen »rolicert

why EDA assittence i criticel to tne acconpliczhrent of the

project.

using otoa
project oreti-
cally, I e
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